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Introduction
In recent years, driven by overhauling capital investment decision-making, the socially responsible investing (SRI) industry has become an important segment of international capital markets. Globally, more than 13.6 trillion USD professionally managed assets incorporate ESG (Environmental, Social and Governance) factors into their selection and management process (GSIA, 2012) . 1 Europe is by far the largest region with about 8.8 trillion US Dollar (65 percent) of the known SRI assets under management (AuM).
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The SRI fund industry plays an increasingly large role in this evolving segment 3 . For investors it is interesting to know whether these funds invest in line with their objectives or whether they are rather conventional funds in disguise.
Today's academic literature on SRI mainly focuses on the financial performance of ESG screened funds and compares their risk-adjusted returns to those of conventional funds. The majority of these studies finds no difference in the respective performance of fund returns, which raises the question if portfolios of SRI funds are any different from the portfolios of conventional funds. However, hitherto academics have paid little attention to the portfolio compositions and ESG performance of SRI mutual funds. To mention just a few studies, Bello (2005) and Benson et al. (2006) compare general fund characteristics of SRI and non-SRI funds, in particular the total AuM, asset class focus, sector allocation and the market capitalization of companies invested in. The ESG performance of SRI funds and indices compared to their conventional benchmarks is addressed in only two studies by Statman (2006) and Kempf & Osthoff (2007) . Both studies measure the ESG performance by applying social and environmental scores of the rating institution KLD Research and Analysis, Inc. (KLD) to the equities held by the analyzed indices and funds. They find that sustainable investments have higher mean social scores than standard investments. The study at hand will significantly expand the existing literature on the relative ESG performance of SRI funds. On the one hand, the analysis covers two fund data sets -one includes funds that invest in the European market and the other one funds with a global investment universe. On the other hand, ESG corporate ratings of three rating agencies are applied to the fund holdings, in order 1 According to the Global Sustainable Investment Review 2012 (GSIA, 2012) , this represents 21.8 percent of the total global assets managed professionally (excluding Latin American regions). 2 In the European market as much as 49 percent of professionally managed assets incorporate ESG considerations (Eurosif, 2012) , compared with only 11 percent of managed assets in the US (US SIF, 2012) . 3 The collective assets of mutual funds identified by the US SIF (2012) doubled from 316 billion to 641 billion US Dollar between 2010 and 2012. The AuM of SRI funds in Europe increased by 19% in the same two-year period (KPMG, 2013a) .
2 to further test if the results of earlier studies are independent from the rating applied and can be generalized.
The aim of this study is to investigate whether SRI funds are conventional funds in disguise or if they live up to their names and invest in more sustainable equities. The following main research questions are addressed:
(1) Are the Top 10 fund holdings of SRI funds different from the holdings of conventional funds? This is a first step in the analysis of differences in the fund structures.
(2) Do SRI funds have higher ESG rankings than conventional funds? If SRI funds invest in line with their objectives, they should (indeed) have higher ESG rankings than standard funds.
(3) If SRI funds have higher ESG rankings, are the absolute rating differences between SRI and conventional funds statistically significant? Concerning the methodology applied in this thesis, cross-sectional regressions are run in order to test whether SRI funds show significantly positive rating differences compared to standard funds.
Literature Review
In recent years, driven by the increasing demand for responsible investing, the SRI fund industry has evolved to an important part of the international capital markets and attracts interest from researchers, investors and the financial services industry. Their interest is particularly directed towards the financial and non-financial performance of sustainability funds, whereby this study focuses on the assessment of the non-financial performance of SRI compared to non-SRI funds. In this chapter we ask the question which portfolio selection methods SRI fund managers use and if portfolios of SRI funds are any different from the portfolios of conventional funds. The following gives a short summary of the current state of academic research in this field.
When studying ethical investments or SRI, the first discussion evolves around the question which investments deserve this label. Schwartz (2003: 197) claims that the ethical mutual fund industry is not acting in an ethical manner, meaning moral standards or principles such as transparency, accountability and integrity are not met. Investment decisions are based on negative screens, reflecting rather the investors' intended social, religious, or political beliefs than any ethical reasoning. Moreover, he argues that most funds do not meet the additional ethical obligations of full and complete disclosure of portfolio selection criteria and fair and non-deceptive marketing (Schwartz, 2003: 211f) .
A similar distinction was proposed by Mackenzie (1998: 81) , who argues that there are ethically significant differences in the way portfolio selection criteria are chosen by funds. While "deliberative" funds choose criteria on the basis of ethical discussion and reasoning, usually carried out by advisory committees, "market-led" funds choose criteria based on their opinion of market demand (Mackenzie, 1998: 82) . The two use different portfolio selection methods: value-driven ethical investments use negative or sin screens in order to avoid that controversial stocks and profit-driven SRI funds invest in companies that pass positive screens with high scores on ESG indicators (Derwall, Koedijk, & Ter Horst, 2010: 1-4) . The standard portfolio selection in SRI consists of two steps, first screening sustainability and second financial optimization (Dorfleitner & Utz, 2012: 155-157) . Recent studies suggest how SRI funds could include ESG scores in the portfolio optimization in the second stage (Dorfleitner & Utz, 2012; Barracchini & Addessi, 2012) .
The study of Chieffe & Lahey (2009: 65) shows that most SRI mutual funds utilize a combination of positive and negative screens, summarized under the screening concept called "best-in-class". This strategy focuses on sustainability leaders of sectors or industries and is often index-based or oriented towards benchmarks with a wide sector allocation (Von Flotow, 2008: 298) . Funds that utilize this portfolio selection method are often criticized, because even the most sustainable company in an industry may not avoid environmental pollution (Schwartz, 2003: 210; Faust & Scholz, 2008: 152) .
Moreover, it is argued that the portfolio holdings of such funds may show virtually no difference compared to conventional funds.
This leads to a number of subsequent studies that compare general fund characteristics as well as the portfolio composition of SRI mutual funds with conventional funds. Bello (2005: 41) analyzes the portfolio characteristics of 42 SRI funds and 84 randomly selected conventional funds. He finds no significant difference between the two groups of funds, neither in the percentage of bonds and stocks in the portfolios nor in the market capitalization of the companies in which they invest. The portfolio constraints of SRI funds do not influence the number of portfolio holdings or the percentage of total assets invested in the top 10 holdings.
The paper of Benson et al. (2006: 337) telecommunications, utilities, financial services and consumer goods sectors were significantly higher. These results counter the public criticism that SRI funds are conventional funds in disguise and exploit a marketing opportunity (Benson et al., 2006: 348) .
The studies of Statman (2006) and Kempf & Osthoff (2007) analyze and compare the portfolio composition of SRI and conventional indices and funds by applying sustainability scores to the companies included in the index or fund. These scores are provided by the rating institution KLD Research and Analysis, Inc. and are calculated as the sum of a company's scores on the following indicators: corporate governance, community, diversity, employee relations, environment, human rights, product, alcohol, firearms, gambling, military, nuclear and tobacco. Statman (2006: 101) compares the constituents of the S&P 500 index to four indices of socially responsible companies: the Domini 400 Social Index, the Calvert Social Index, the Citizens Index, and the U.S. Dow Jones Sustainability Index. He finds that each SRI index has a higher mean score than that of the S&P 500 index. The study concludes that the list of companies included in SRI indices show a wide range of scores and a high degree of overlap with the S&P 500 (Statman, 2006: 108) . Kempf & Osthoff (2007) similarly utilize KLD company scores to compare the portfolio holdings of SRI funds to conventional funds concerning their social and environmental standards. The study ranks US equity funds in the time period of 1991 to 2004 according to their ethical rating (based on KLD scores) and shows that SRI funds have a significantly higher ethical ranking than conventional funds. Moreover, the funds are ranked higher with respect to each qualitative characteristic analyzed and the results are stable over time and after controlling for additional fund characteristics (Kempf & Osthoff, 2007: 13f) .
However, a study of worldwide SRI and conventional retail funds by Hawken (2004: 16) finds that there is virtually no difference between the cumulative investment portfolios of the two fund types. For example, over 90% of the Fortune 500 firms are included in SRI funds, causing difficulties for investors to distinguish SRI from conventional funds by the list of the top equity holdings. These results are confirmed by the previously mentioned study of Chieffe & Lahey (2009) , who analyze the top ten holdings of 78 SRI funds and count how many times each firm appears. From the 37 most often counted companies, 33 are in the S&P 500 index and also part of the Fortune 500 firms and 13 are constituents of the Dow Jones Industrial Average (Chieffe & Lahey, 2009: 66) .
While the studies of Statman (2006) and Kempf & Osthoff (2007) (Wimmer, 2013: 12ff) .
Our study will significantly expand the existing knowledge of research in two ways:
The analyzed fund universe is expanded to funds that invest either in the European market or globally. The non-financial performance is measured by utilizing ESG corporate ratings of three different rating agencies: oekom research AG (Oekom), Sustainalytics and ASSET4.
Data: ESG Ratings
The aim of this chapter is to provide an overview of the ESG data used in the empirical part of the analysis. Like most rating agencies, the three institutions at the focus of this study, i.e. oekom research AG (Oekom), Sustainalytics and ASSET4, also assess the sustainability of companies based on three pillars: environmental, social and governance. In the first subchapter the concepts of the ESG ratings are described, whereas the second subchapter discusses the characteristics of the ESG rating data. All three agencies base their company assessment exclusively or at least mainly (ASSET4) on the three ESG pillars. Table 1 summarizes the ratings and the subcategories for the three rating agencies. The environmental performance is measured by comparable categories that cover the environmental impacts of a company's products and services as well as the impacts of production processes (e.g. emissions, resource consumption). The granularity of social rating criteria used by ASSET4 is much higher compared to Oekom's and Sustainalytics' critera. While Oekom's and Sustainalytics' categories mainly focus on the three company's stakeholders employees, suppliers and customers or society, ASSET4 uses four separate categories to assess the social performance related to the staff and only analyzes the suppliers with respect to their compliance with human rights (e.g. child labor). A similar pattern can be found when comparing the categories evaluated under the governance pillar. Oekom and Sustainalytics use the broad category corporate governance for the review of a company's board independence and compensation policy, whereas ASSET4 applies more detailed categories for these aspects. In addition, Oekom and Sustainalytics cover the category business ethics, under which for example corruption policies and controversies like bribery and lobbying are analyzed. In ASSET4's rating, these topics are included in only one KPI in the community category under the social pillar (Thomson Reuters ASSET4, 2014 
Concepts of the ESG ratings

Characteristics of the ESG rating data
The data set provided by Oekom for research purposes comprises corporate ratings of 682 companies as of March 2012. Oekom, being a German rating agency, has an
European focus with more than 59% of the rated companies located in Europe, Middle
East, Africa and only 22% and 19% from the American and Asia Pacific area, respectively. Besides the overall ratings, scores for the environmental and social pillar are also available for all companies in the 12-notch rating system (A+ to D-) as well as in numeric ratings ranging from 0 to 4, with 4 being the highest score. In order to reflect the precise corporate ratings, the numeric scores are used for the analysis and converted into point scores ranging from 0 to 100, e.g. a rating of 3.5 equals 87.5 (= 3.5 / 4 * 100). includes an economic pillar score in the total corporate ratings. In order to align the rating data and evaluate companies solely based on non-financial information, this pillar will be excluded. Similarly to Sustainalytics' overall company scores, ASSET4's ESG scores will be calculated using equal weights for the three remaining subcategories without including the economic subcategory.
When looking at the total ESG and pillar scores ( and R² of 0.22 considerably higher compared to their correlations with Oekom's scores.
As mentioned before, this was expected as Oekom's scores are based on only two pillars with industry-specific weightings for the total scores. In addition, governance factors are included as one of three categories of the social pillar, thereby receiving significantly less weight in the total rating. In summary, the analysis has shown that Oekom seems to use a more rigorous ESG definition (following the Frankurt-Hohenheimer guidelines), which leads to lower average ESG scores, smaller ranges and lower correlations with the ratings of Sustainalytics and ASSET4. The ESG scores of these two agencies show stronger relationships (higher correlations), both with large ESG ranges and standard deviations, and different average scores. One should bear in mind these fundamental rating differences when applying ratings to the equity holdings of European and global funds.
Data: Funds
The analysis is based on two main fund data sets, both focusing on active, open-end funds with an asset class focus on equities. The Bloomberg fund database is used for the fund selection and the retrieval of the portfolio holdings. The first data set is limited to equity funds with a geographical focus on the "European Region", "Eurozone" and "European Union". For the second data set, the geographical criterion is set to "International" and "Global" funds. Both data sets consist of an equal number of SRI and conventional funds. SRI funds are selected by applying positive screens for the general attribute 'ESG' and 'Socially Responsible'. Vice versa, negative screens for these two attributes are used to create the conventional European and global fund universe. Appendix 1 shows the resulting number of SRI and conventional funds in both data sets after the application of the described filter criteria. Some subsequent adjustments had to be applied in order to ensure the comparability of the data sets:
European Funds
• Out of the 67 selected European SRI funds, 7 funds are excluded as portfolio holdings are not available for 5 funds. The remaining 60 SRI funds are part of the final European fund data set.
• Out of the 175 filtered European conventional funds, 60 funds are randomly selected, in order to generate a balanced European fund data set comprised of an equal number of SRI and conventional funds.
Global Funds
• Out of the 130 selected global SRI funds, 11 funds are excluded because of holding data availability issues, resulting in 119 SRI funds included in the final global fund data set.
• For the global conventional fund universe the asset class allocation filter is adjusted to 100% equities to downsize the fund universe. Out of the remaining 362 global conventional funds, 119 funds are randomly selected, yielding a balanced global fund data set.
The portfolio holdings of all funds including equity name, international securities identification number (ISIN) and the weightings of the equities within the funds as of December 31, 2013 are retrieved from Bloomberg. The ESG corporate ratings of Oekom, Sustainalytics, and ASSET4 will be subsequently combined with the funds' data using the ISIN as matching criterion. The detailed research methodology and analysis results will be discussed in the next section.
Empirical Analysis
This chapter combines the theoretical considerations regarding ESG corporate ratings with the fund data analysis by applying the rating data to the selected funds in order to evaluate their non-financial performance. The aim is to investigate whether SRI funds are conventional funds in disguise or invest in line with their objective. First, the research questions are summarized, accompanied with the methodologies applied during the data analysis. Next, the research results will be discussed.
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Hypotheses
In the first step, the fund data for a total of 358 funds are combined with the ESG ratings using the companies' ISIN codes. For each fund, the portfolio weights for the equities for which rating data is available, are computed. If not all portfolio holdings are rated, the portfolio weights for rated equities are adjusted so that they sum up to 100%.
Using this approach implicitly assumes that the holdings, which are not rated by the respective rating agency, obtain the average rating 6 of the rated assets in the fund. The value-weighted pillar and ESG ratings of the funds are calculated using the adjusted equity weights. The pillar and total ESG ratings of all SRI and conventional funds included in the European and global fund data set are calculated using Oekom's, Sustainalytics' and ASSET4's data. Funds that cannot be rated by a rating agency because ESG corporate rating data for the fund's holdings are not available, will be subsequently excluded in the respective fund analysis of that rating agency. Based on the ESG fund rating data sets the following research question (Q) will be investigated, for the European fund universe and the global funds separately.
Research Question 1:
Are For that purpose, it is determined how frequently a company is included in the Top 10 fund holdings of SRI and non-SRI funds. The 20 most often counted companies in each fund type will be compared with each other.
Research Question 2:
Do SRI funds have higher ESG rankings on average than conventional funds?
In this step of the analysis, all SRI and conventional funds in the respective data set are ranked based on their total ESG fund ratings. The ranking is normalized so that the ranks are equally distributed between 0 and 1. The fund with the highest ESG rating obtains the 1 st rank and the fund with the lowest rating rank 0. Next, the SRI and conventional funds are clustered into 10-quantiles (deciles) according to their rankings.
Finally, the percentage of funds in each decile is calculated. These steps are repeated for the ESG fund ratings based on each rating agency, separately. If SRI funds invest in line with their objective, one would expect that these funds have higher ESG rankings than their conventional counterparts. Consequently, the percentage of SRI funds in the top deciles should be above the share of conventional funds.
Research Question 3:
If SRI funds have higher ESG rankings, are the absolute rating differences between SRI and conventional funds statistically significant?
While Q1 and Q2 only give a first impression of the differences between SRI and conventional funds with respect to their sustainability, next a formal test, analyzing whether the differences in the ratings are statistically significant, will be conducted. The statistical significance of rating differences is not only tested for the total ESG ratings of the three agencies studied, but also for each pillar score by running the following crosssectional regression:
(2) Ratingi;j = β0;j + β1;j * Di + εi;j
The Rating i;j denotes the rating in the category j 7 of fund i and D i is a dummy variable that takes on the value 1 for SRI funds and 0 otherwise. The constant β 0;j takes on the value of the average rating for the analyzed category j of the conventional funds and the coefficient β 1;j measures the rating difference in the respective pillar or total score between SRI and non-SRI funds. By calculating p-values, the statistical significance of the constant β 0;j and the coefficient β 1;j is tested at the 0.1%, 1% and 5% level indicated by ***, **, *, respectively.
Results
In the following section, the fund data sets are analyzed following the research methodologies described above and the results are discussed for the European and the global fund universe.
The European fund data set is comprised of 60 SRI funds, for the global funds we identified 119 SRI funds. As described in section 4 we randomly selected 60 and 119 conventional funds, respectively, to represent the characteristics of the European and global funds not focusing on SRI. After combining the funds' holdings data with the ESG ratings, funds without any ESG rating are excluded from the respective analysis. 
Research Question 1: Differences in the Top 10 fund holdings
Firstly, the research question is addressed if the top 10 SRI fund holdings of European and global sustainability funds are different from conventional funds. For that purpose, the Top 10 fund holdings of European and global funds are analyzed with respect to the most popular companies in SRI and non-SRI funds. The 20 equities that are most often counted in European funds are reported in Table 4 for SRI funds and Table 5 for conventional funds. The companies' counts as well as the ESG ratings, they received from the ratings agencies Oekom, Sustainalytics and ASSET4 are listed in columns 3 -6. Based on Oekom's rating, the 20 most counted companies have an average rating of µO;ESG = 60.4, which is 5.4pts above the average rating of the total Oekom universe.
Sustainalytics' and ASSET4's assessments yield an average rating of µS;ESG = 75.9 and µA;ESG = 86.1, actually 25.9pts and 32.1pts above their total universe averages.
These huge differences are mainly driven by the fact that their total universe is comprised of significantly more non-European companies that generally have lower ESG ratings than European companies.
In comparison to Table 4, Table 5 For the global fund universe Table 6 and Table 7 show the 20 equities that are most often counted in each of the fund types (SRI and conventional). Table 6 Overall, the 20 most counted companies have an average Oekom rating of µ O;ESG = 54.7, which is 0.3pts below the total universe average. This can be anticipated as Oekom's universe includes more companies from the EMEA regions that achieve on average higher ESG scores. Consequently, it is expected that a global company portfolio performs below average. Sustainalytics' and ASSET4's assessments yield an average rating of µ S = 62.4 and µ A =82.4, actually 12.4pts and 28.4pts above their total universe averages. This suggests that the most frequently included companies in global SRI funds are at least more sustainable than the average company.
In comparison to Table 6, Table 7 . This is astonishing as one would expect that the Top 10 holdings of SRI funds are on average more sustainable than the ones of non-SRI funds. To summarize, the global fund analysis also shows that the portfolio holdings of both fund types are very similar and the fund lists can hardly be distinguished by investors at first glance.
Research Question 2: Comparison of average ESG rankings
In the next step, the holding-based results are further tested using a fund ranking analysis. All funds are ranked based on their total ESG fund ratings. The ranking is normalized and equally distributed between 0 (fund with worst ESG rating) and 1 (fund with best ESG rating). If SRI funds live up to their names, it is expected that they have higher ESG rankings than conventional funds. In order to test this hypothesis, SRI and conventional funds are clustered into deciles based on their rankings, whereby the percentage of funds in each cluster is calculated. This ranking analysis is carried out separately for each rating agency and the results are summarized in Table 8 . The first column shows the ten clusters between 0 and 1 and the following columns report the percentage of conventional and SRI funds in the respective deciles for each of the rating agencies. For example, the fund rankings based on Oekom's ESG rating data indicate that 19% of all analyzed conventional funds show up in the lowest decile, while only 1.7% of the SRI funds are ranked in this decile. A similar distribution in this decile is reported when the fund rankings are based on Sustainalytics' and ASSET4's data.
Based on Oekom's and ASSET4's ratings around 65% and based on Sustainalytics' In order to further illustrate this result, the probability is calculated that an investor, who randomly chooses one of the European SRI funds, gets a higher ranked fund than an investor who randomly chooses one of the European conventional funds. 50,000 pairs of SRI and non-SRI funds are drawn randomly for each rating agency. Based on Oekom, Sustainalytics and ASSET4, the SRI funds have a higher ranking in 72.2%, 80.8% and 69.7% of all cases, respectively. All in all, the ranking-based analysis for European funds disproves the claim that SRI funds are conventional funds in disguise because they have on average higher ESG rankings than standard funds.
Similar to the European fund analysis, the fund ranking analysis is used to investigate the global funds. The global SRI and non-SRI funds are clustered into 10-quantiles based on their ESG rankings, whereby the percentage of funds in each group is calculated. The results of the ranking analysis based on the total ESG fund ratings of Oekom, Sustainalytics and ASSET4 are summarized in Table 9 . lowest decile (0 -0.1), only 5% to 7% of the SRI funds are ranked in that decile depending on the rating agency. A similar trend is observed in the second and third worst categories (0.1 -0.3). Based on Oekom's ratings around 61% and based on Sustainalytics' and ASSET4's ratings even around 64% of all conventional funds rank in the bottom half (0 -0.5). In contrast, SRI funds are primarily ranked in the high deciles. The lower the decile, the fewer SRI funds are in it.
The ranking-based analysis of global funds comes to the same conclusion as the One can translate this result again into the probability for an investor, who randomly chooses one of the global SRI funds, to get a higher ranked fund than an investor who randomly chooses one of the global non-SRI funds. For that purpose, 50,000 pairs of global SRI and non-SRI funds are drawn randomly for each rating agency. The SRI fund investor would invest in 68.1% of all cases in a higher ranked fund when Oekom's rating data is used. The respective probabilities that the investor chooses a better ESG ranked fund using Sustainalytics' and ASSET4's data sets are 67.0% and 69.3%, respectively.
All in all, the ranking-based analysis for global funds finds no evidence that sustainability funds are standard funds in disguise, but proves that these funds have on average higher ESG rankings. Nevertheless, sustainability investors should take a closer look at ESG fund ratings because more than one third of the analyzed SRI funds are ranked in the bottom half (0 -0.5).
Research Question 3: Are ESG rating differences significant?
The results so far have given a fist impression of the similarities and differences between SRI and non-SRI funds. While the Top 10 portfolio holdings of both fund types show significant overlaps, SRI funds obtain on average better ESG rankings than conventional funds. In the last step of the analysis, a formal test is conducted in order to investigate if the rating differences between SRI and non-SRI funds are statistically significant. This test is not only performed for the total ESG ratings of the three agencies, but also for each pillar score. The results of the cross-sectional regressions for the European fund universe following equation (2) are summarized in Table 10 : Ratingi;j = β0;j + β1;j * Di + εi;j. Di =1, if ESG Fund, = 0, if Conventional Fu nd. In summary, the analysis suggests that European SRI funds live up to their names and have higher ESG rankings and rating compared to their conventional counterparts. In the next paragraph, it is tested whether similar conclusions can be drawn for the global fund data set. The results for the global funds are shown in Table 11 : and at the 5% level in the governance rating (β 1;G = 3.296).
Three main conclusions can be drawn from 
Research Summary
This chapter summarizes the main analysis results by following the three research questions.
The study focuses on equity mutual funds with a geographical focus either on the European area or with a global investment universe. For both groups of funds, those with the classification "ESG" and "Socially Responsible", are compared with conventional funds. The analysis aims to examine, whether sustainable investment funds are conventional funds in disguise or whether they live up to their names. Three specific research questions have been analyzed and the main findings will be summarized below.
Research Question 1:
Are the portfolios of SRI funds different from the holdings of conventional funds when focusing on the Top 10 fund holdings?
The study analyzed and compared the equity holdings which are most frequently included under the Top 10 holdings of both types of funds. More than half of the most often counted companies in global conventional funds also appeared on the list of SRI funds, the European fund analysis displaying even more matches. Therefore, at the first glance, an investor may have difficulties to distinguish SRI and non-SRI funds by the Top 10 fund holdings.
Socially responsible investors could be satisfied with this outcome, if all of these companies were sustainable companies with respect to the ESG criteria. However, the ESG corporate ratings of the three agencies are very mixed for some of the companies, and SRI funds can be criticized for frequent investments in companies that have relatively low ESG ratings.
On the other hand, one could give SRI fund managers credit for they excluded companies from the investment universe which generate revenues from alcohol and tobacco or cause environmental harm. However, even here negative examples were found. This may be explained by the best-in-class concept used by many sustainable investment funds.
In short, at the first glance, the fund holdings of SRI and non-SRI funds are very similar. From an investor's point of view, it seems doubtful that SRI funds really invest in more sustainable companies than standard funds when looking at the Top 10 fund holdings.
Research Question 2:
Do SRI funds have higher ESG rankings than conventional funds?
In the second step of the analysis, all funds were ranked based on their total ESG ratings. The rankings are distributed between 0 (worst ESG rated fund) and 1 (best ESG rated fund). The study compared the percentage of sustainability and conventional funds in ten calculated quantiles. If SRI funds invest in line with their objective, they are expected to have on average higher ESG rankings than standard funds.
This hypothesis was confirmed for the European as well global fund data set, in which SRI funds ranked on average around 0.20 better than their conventional counterparts, independent from the rating agency. While more than 60% of the conventional funds ranked in the bottom half (0 -0.5) at any given point in time, SRI funds are primarily ranked in the higher deciles. The lower the decile, the fewer SRI funds are in it.
Nevertheless, from an investor's point of view, it is worthwhile to look at the ranking of the SRI fund of his choice as there are also sustainable funds that rank even below conventional funds. For the European data set an investor choosing randomly amongst SRI and conventional funds has a probability of about 30% and for the global funds about 33% to select an SRI fund with an ESG rating that is below the conventional fund.
Question 3:
If SRI funds have higher rankings, are the absolute rating differences between SRI and conventional funds statistically significant?
While the previous research findings suggest that SRI funds have on average higher ESG rankings compared to non-SRI funds, a formal test, analyzing whether the differences in the ratings are statistically significant, was conducted in the last step of the analysis. Cross-sectional regressions were run for each category j by rating agency yielding a constant β 0:j and a coefficient β 1;j (see equation (2)).
The constant, β 0;j , reports the average ESG rating of conventional funds which is higher for the European fund data set compared to the global funds, irrespective of the rating agency.
The parameter of main interest, β 1;j, measures the rating difference between SRI and non-SRI funds for the analyzed sub-scores and the total ESG rating. If socially responsible investment funds keep what their names promise, the coefficient β 1;j should be significantly positive. This hypothesis was confirmed for the total ESG ratings of the European as well as global fund data sets for all ESG ratings applied. In general, SRI funds are rated better than their conventional benchmarks independent from the geographical focus of the fund. In addition, the reported coefficients β 1;j are not only significantly positive for the total ESG scores, but for almost all sub-scores analyzed.
At the first glance, the absolute rating differences between both fund types seem to be small. This is mainly due to the best-in-class approach applied by many SRI funds.
Following this concept, sustainability funds may invest in the best rated company of an industry with on average poor sustainability measures, while conventional funds may also include, for example, the second and third best companies. Thus, SRI funds are only able to outperform conventional funds by some rating points (between the first and second/third best company), as the ESG company ratings in one industry are often narrowly distributed. Hence, larger rating differences between the two fund types cannot be expected as long as most funds rely on best-in-class concepts.
In summary, the cross-sectional regressions showed that the rating differences between SRI funds and conventional funds are significantly positive, i.e. SRI funds are not conventional funds in disguise but exhibit a significantly higher weight on those companies with a relatively high ESG rating.
